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i WHE first Federal budget after the Sputnik offers Congress two unpleasant choices: either to 
invite renewed inflation by piling up additional national debt; or to increase taxes. 


Congress has so far greeted the request for an increase in the statutory debt limit to $280 
billion with tolerant resignation. At the moment, it appears that we shall resort once again to 


deficit spending as the easiest way to avoid 
coming to grips with, and so perhaps solving, 
our fundamental fiscal problems. 


Congress could avoid both difficult choices by 
cutting less essential spending from the budget. The 
latter route, of course, is strewn with political ob- 
stacles in an election year. Many members of both 
Houses are already unhappy about the very mild 


World War II and the Korean War. There has been 
no thorough-going Congressional review and appraisal 
of the tax system as a whole in the light of recognized 
standards for many years. 


The Committee on Ways and Means has just 
elected a new chairman, with unusually broad ex- 
perience in fiscal affairs. The committee has a moun- 
tain of legislation pending before it: a technical 
changes act, an excise tax revision bill, a general reve- 


cutbacks in domestic spend- 
ing proposed by the President 
for fiscal 1959. 


If defense spending for mis- 
siles and other strange new 
weapons exceeds current es- 
timates, as such spending has 
a tendency to do, we shall 
be looking for more revenue 
to finance defense. 


In such circumstances, 
what is likely to happen in 
the Congress is what has gen- 
erally happened over the past 
25 years. Our Federal tax 
system today is the product 
of a series of emergency ac- 
tions by Congress, first to 
meet the depression of the 
30s, then to meet the needs of 


This Issue in Brief 


Adding “patches” — more revisions — to 
the nation’s tax structure won’t help it 
raise the kind of revenue that the missile- 
jet age demands, says Roswell Magill in 
this Review. 

What is really needed, he says, is a 
thorough-going revision of the existing 
system. The changes should be made in 
the interest of fairness, adequacy and cer- 
tainty, factors now obviously lacking in 
the structure. 

Mr. Magill suggests that material now 
being gathered by the House Ways and 
Means Committee could be used as a 
basis for such revision. 

Mere technical revision of the tax struc- 
ture, he says, will not solve the problems 
posed, and he urges that Congress give 


consideration now to a complete overhaul. 


nue revision bill. It is cur- 
rently engaged in extensive 
hearings on the inequities and 
failings of the income tax 
law. When the hearings are 
over, the committee will have 
the material to enable it to 
consider and determine 
whether our tax system is 
helping or hindering the 
great struggle in which we 
as a nation are now engaged. 
If the committee were to un- 
dertake such a study, what 
course should its investigation 
take? What should be the 
principal fundamental ques- 
tions for consideration? 


Three criteria of a well- 
designed tax system, honored 
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from Adam Smith’s Wealth of Nations to the present 
day, are Adequacy, Certainty and Fairness. How well 
does our Federal tax system meet these tests? 


One aspect of Adequacy is obvious—a tax system 
which does not raise the revenue the government 
has determined to spend is inadequate. Related re- 
quirements are stability and flexibility. To be truly 
adequate, a tax system as a whole should be reason- 
ably dependable in bad times as well as in good. 
To insure stability of yield, there will need to be 
some diversity in the forms of taxes imposed, so that 
the fiscal disappointments of any one do not com- 
pletely demoralize the Treasury. 


To be adequate, the system needs flexibility, too. 
There should be room to expand and thus to produce 
more revenue when the need becomes urgent. 


Judged by the criterion of adequacy, our Federal 
tax system is seriously defective. We had 20 years 
of budget deficits and thus brought our national debt 
up to $275 billion from the $19.5 billion at which 
it stood in 1932. The small budget surplus of the 
past two years was the result of unprecedented eco- 
nomic activity. Now, again, in fiscal 1958 and 1959, 
deficits are likely. 


Seventy-nine cents of every budget dollar raised by 
the Federal Government comes from the income tax, 
a highly complicated tax whose yield declines rapidly 
with the recessions or depressions which cause de- 
clines in incomes. Excise taxes, which are far more 
stable in yield, produce only 13 cents of the total 
budget dollar. All other receipts—employment, estate, 
gift and customs taxes—account for only eight cents. 


Such a system lacks balance. It concentrates its 
burdens too largely upon incomes. Its revenues re- 
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spond too quickly and drastically to the ups and 
downs of national income, leading to financial em- 
barrassment during business recessions and ill-advised 
spending programs during prosperity. The revenue 
decline of about $2 billion attributable to the business 
recession in fiscal 1958, which we are now wunder- 
going, is an example of the former. 


In addition, our almost complete reliance on in- 
come taxes has resulted in making it virtually im- 
possible to increase the revenue yield substantially. 
Individual income tax rates are high from the bottom 
to the top—from 20 percent to 91 percent. Corporate 
income tax rates already take more than half of what 
a company earns. There is little room for an increase 
in rates and for any substantial increase in revenues, 
should new defense needs require additional, sub- 
stantial funds. 


Our present tax system is plainly inadequate. 


A second criterion is Certainty and Simplicity. A 
well-designed system should be simple and economical 
to administer. It should be sufficiently intelligible so 
that every man knows what his tax burden is; and 
an intelligent man can calculate the cost to him of 
governmental services. A tax which can be imposed 
in understandable language and collected with rela- 
tive ease, such as, say, the tobacco tax, has important 
advantages over one which requires elaborate pro- 
visions and administration, such as the income tax. 


We all know that Federal tax laws completely 
lack simplicity and certainty. Their complication, 
turgidity, and Alice-in-Wonderland phraseology have 
been parodied by every cartoonist in America. Our 
Internal Revenue Code has grown to an 800-page 
monster that few specialists understand. To administer 
it requires 50,000 employees and $300 million ex- 
penditure. 


The cost of tax compliance, now largely shifted 
to employers, is great, as the numerous corporate 
staffs of tax lawyers and accountants amply testify. 
The complexities of the law are largely attributable 
mainly to two basic demands made on Congress, 
the one by taxpayers, the other by the Treasury. Each 
session of Congress sees the presentation of numerous 
special cases of inequity. This type of transaction 
is entitled to the same treatment as that, but it is not 
receiving it. With tax rates so high, the discrimina- 
tion cries for attention. The converse is the presen- 
tation by the Treasury of unintended tax loopholes 
or benefits. The income tax law must contain a 
thousand special qualifications and exceptions, each 
originally designed to do equity in a special case; 
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and a thousand plugs and patches on loopholes, real 
or supposed. 


Moreover, an essential condition to simplifying the 
law is the presence of a well-trained, fair, judicially- 
minded administrative staff. All but a few thousand 
of the millions of actual and potential tax contro- 
versies must be settled not by the Federal courts but 
by the members of the Internal Revenue Service. It 
would be possible to simplify the law greatly by 
expressing it in terms of broad principles, if Congress 
and taxpayers could be sure that those broad prin- 
ciples would be fairly and wisely applied in the myriad 
of controversies that necessarily arise. But the dis- 
puted tax is often large in amount; and the internal 
revenue agent has a duty to protect the revenues, 
as well as to decide judiciously. If he decides for 
the taxpayer, an authoritative determination of the is- 
sue (which we instinctively define as a determination 
by a court) will be postponed; and the government, 
meantime, will lose revenue. So, characteristically, 
the agent decides such large issues in favor of the 
government. One result is, of course, that the tax- 
payer demands specific protection in the statute; and 
thus it grows more and more complex and unin- 
telligible. 


Our tax system is not simple. To make it simpler 
requires much more than the rewriting the Internal 
Revenue Code received in 1954. 


We come finally to a third measure of the virtue 
of a tax system: Fairness. Although mathematical 
standards of fairness are elusive, the broad outlines 
of equity in a tax system have been more or less 
agreed upon by economists and political scientists. 


Two theories relative to the problem have had 
the greatest currency: that taxation should be pro- 
portional to benefits received; and that taxation should 
be proportional to ability to pay. A subsidiary dogma 
is that every citizen should make some contribution, 
however small, to government. 


Taxation in proportion to benefits suggests that 
taxes are the compensation that citizens pay for the 
services they receive from government. This concept 
had considerable vogue in earlier days. For example, 
the proceeds of gasoline taxes are generally devoted 
to the improvement of roads. Property taxes still 
presumably cover the cost of police and fire protec- 
tion, schools, and the like. 


But all levels of government today furnish many 
services to taxpayers and nontaxpayers alike. The 
benefits any one taxpayer receives are clearly un- 


related to the taxes he pays as an individual. For 
example, it is unlikely that a farm owner who is also 
a pensioned veteran receiving OASI benefits pays 
Federal taxes equal to his cash benefits alone. 


The second theory of fairness--taxation in ac- 
cordance with ability to pay—has become a modern 
slogan, thought applicable not merely to the system 
as a whole, but to each particular tax. In fact, it 
forms the principal basis for the progressive rates in 
our individual income tax today. 


Essentially, this theory requires those with higher 
incomes to pay more than their proportionate share 
of the tax burden, on the basis that capacity to pay 
taxes increases more than proportionally with the 
increase in income. 


First Bracket Gets Most 


The theory of taxation on the basis of ability to 
pay was conceived during a period when the total 
cost of government was small and no one paid taxes 
that were heavy by today’s standards. When the Fed- 
eral budget amounted to only about 4 percent of the 
national income, as it did, for example, in the late 
1920s, it was possible to obtain most of the income 
tax revenues from higher incomes. With present levels 
of Federal spending, most of the taxes must come 
from the middle and lower brackets. Some 85 percent 
of individual income taxes comes from the first 
bracket rate, that is, the 20 percent tax on the first 
$2,000 of income. Ability to pay loses meaning when 
present spending levels force high taxes on everyone. 


Progression in the individual income tax has now 
been carried about as far as is arithmetically possible. 
The top rate is 91 percent. The limited extent to 
which the progressive rates could be further raised 
is shown by the fact that if all taxable incomes in 
excess of $10,000 were confiscated, the additional 
revenue would amount to only about $4 billion over 
the present yield. 


Moreover, a recent Tax Foundation study* showed 
that steeply progressive rates are not worthwhile. They 
diminish receipts instead of expanding them. They 
distort economic activity by influencing incentives and 
business motives. They handicap economic growth. 
They lead to practices that are wasteful and de- 
structive. 


This brief survey of the Federal tax system sug- 
gests that it has serious defects when measured by 
each of the three common standards we have applied. 


*Are High Surtax Rates Worthwhile? 
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Is there any possible escape from our difficulties? 
There is certainly no quick and easy solution. The 
conclusions of thoughtful men may very well differ 
in detail. Most students will agree, however, that 
an overhaul of the Federal tax system is long over- 
due; and that the continuing drastic demands on the 
Federal government for revenue can only be met by 
the present system so long as business activity and 
prosperity proceed at a pace which past history in- 
dicates cannot be counted upon year after year. 


Urges Manufacturers’ Excise 


There are not many possible new taxes which the 
Federal government could adopt. The most likely 
one is a manufacturers’ excise tax at a flat rate, a 
tax which Canada has used to advantage for years. 
Such a tax is collectible from relatively few taxpayers; 
it produces revenues in bad times as well as in good; 
it is relatively simple of administration and free from 
litigation. If it were inserted into our Federal system, 

‘it would doubtless replace many of the present special 
excise taxes levied at various rates on selected transac- 
tions. Thus there would be some gains in simplicity 
and in fairness as well. 


A general manufacturers’ excise tax has much to 
commend it today. Indeed, the progress of events 
may force Congress to adopt the tax, as one of the 
very few ways in which large additional revenues 
can be raised surely and simply. 


The second basic need is to simplify our tax struc- 
ture, particularly the income tax. Fundamentally, 
simplification here involves rate reduction all along 
the line; and drastic improvement of the Internal 
Revenue Service. So long as income tax rates are 
so very high, demands for special exceptions and 
qualifications, to do equity or to plug loopholes, will 
inevitably continue. Moreover, Congress cannot af- 


ford to state the law in more general, intelligible 
terms, until Congress and taxpayers can be assured 
that those more general terms will be wisely and ju- 
diciously interpreted in particular cases. That result 
will only come from a judicious, well-trained, ob- 
jective administrative staff. The Internal Revenue 
Staff at present is not judicious and objective in its 
determinations. To recruit a better staff requires good 
conditions of service, salary, tenure and retirement 
that will take some time to establish. 


Finally, if the first two steps can be taken, the 
third, a reduction in all income tax rates, becomes 
possible even in these troublesome times. Such a 
reduction would enable the fairness of the system to 
be greatly improved, by reducing its complexity and 
eliminating some of the present strains. 


It is easy to dismiss such suggested improvements 
as quite impossible of achievement in the present 
state of affairs, when fiscal demands are so great 
that it will always seem better to some to keep what 
we have, put a patch on it and make do, rather than 
to undertake a more complete reform. Congress can 
follow the make-do policy much more easily than it 
can undertake fundamental reform. 


The exigencies of the present require, however, 
that we reexamine the fundamental premises and 
accomplishments of each of our major Federal pro- 
grams: the defense establishment; our educational 
organization; farm parity payments; the foreign aid 
program. All of them rest on the foundation of a 
good tax system. A reexamination of the fundamental 
purposes and operation of that system is long over- 
due—that it may worthily serve our other economic 
aims, not work against them. Congress and the Com- 
mittee on Ways and Means have the opportunity to 
perform a great service by making that study during 
the current hearings. The time to begin is now. 
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